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TRANSACTIONS AFFECTING CAPITAL ACCOUNT 

vhis type of transaction consists of: 

(a) Withdrawals and additional investments, or contributions by the 
proprietor, affecting capital directly. 

(b) Items of income and expense, affecting capital indirectly. 

2. WITHDRAWALS AND CONTRIBUTIONS 

Contributions which increase the capital investment are not earned. The 

Owner Or proprictor of a business, for example, invests additional capital of 


$500 cash. The journal entry would be:: 


Debit 
500 | CO 


| November 12, 1943 Credit 
. Cash | 
Tom Brown, Capital 1 500} CO 
Additional capital invested. | | 


The Cash-account is debited because there was an increase of asscts and the 
Capital account is.credited because there was an increase of capital investment-- 
the owner's equity. ~~ 2s 
Withdrawals arc decreases of invested or earned capital and consist of cash or 


- other asscts which the proprietor fram time to time may withdraw fron the 


business for his personal needs. If the proprictor withdraws $75 cash, his 

capital is reduced by that amount. Capital, therefore, should be debited $75 
and Cash should be credited because that particular asset was decreased. The 
Journal entry follows: 


dy Debit Credit 


Tom Brown, Capital 
Cash 
Withdrawal of cash by proprietor. 


A similar situation occurs in an electric cooperative when a new consumer 
contributes his membership fee to increase the assets. The total equity of 
the mombers is likewise increased and this is shown in the net worth account 
titled "Capital Stock - Membership Subscribed." ‘When a member moves fran the 
line and his membership fee is returned to him, both assets and members' equity 
are decreased. 
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Transactions involving withdrauens and contributions present no difficult 
problem, If some asset other than cash is contributed or withdrawn, that 
particular asset account is debited or credited. Instead of écedi tine or 
debitine capital directly for contributions and withdrawals, bookkeepers prefer 
to open a Personal (or Drawings) account’'with the proprietor for these changes 
in capital during the accounting period. The balance of this account is then 
closed or transferred to the Capital account at the end of the period, 


3. FINANCIAL STATEMENTS 


One of the chief objectives of accounting is to facilitate the preparation 

of financial statements, the two most im ortant being the Balance Sheet and the 
Profit and Loss Statement, The Balance Sheet is a formal statement presenting 
the financial condition of 4 business at a specified date, It may be defined 
as a formal statement of assets, liabilities, and capital taken from a double 
entry set of books, The Profit and Loss Statenent explains the changes in 
capital from business operations during a given period of time, It summarizes 
by sources the income and expenses of a business during an accounting period, 
which may be a month, a year or any fraction thereof, 


Given a Balance Sheet at the beginning of the period, a Profit and Loss 
Statement for the period, and a Balance Sheet at the end of the period, one 
who is familiar with these statements should be able to obtain. a fans com 
plete picture of any business organization, 


The basis for the preparation of financial statements is the accounting 
records of business data as contained in the general ledger accounts, plus any 
adjustments that may be necessary at the end of the period, The asset, liabil- 
ity, and capital account balances are shown on the balance sheet, anc the 
changes in capital resulting from business transactions as represented by the 
income and expense accounts will be reflected on the Profit and Loss Statement. 


4, ISCOME AND EXPENSE aCCOUNTS 


An examination of the books of a small mercantile business will disclose 

that many of the items relate to income and expenses. In the illustrations 

in Text No. 3, reference to income and expense was purposely omitted, Since, 
however, the primary motive of any business is to obtain profits, transactions 
which tend to bring about that result must be regarded as vitally important. 


Of course, such profits in an’REA organization are not gained for the 
purpose of enriching the owners, but to make possible a reduction in the cost 
of electricity to the consumer members, 


Income may be defined as an increase of capital resulting from (1) labor 


or services rendered or (2) profits from the sales of stock-in-trade. Gains 
from the sale of land or other investments may also be included, 
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site? incident to business 
Siness incurs in connection 
Ss: clear. ”s 


An exnense nav be defined a2 . decrease of c 
oneretions. Exoenses aS ede evarv cost that v 
with obtaining income. Afew exaxmmles wilt taice thi 


uw 9Tonrietor nays out cash for salaries in thé aro nt of $40. Since asscis 
are Cininishec. we mist credit Cesh. Whet is the debit? Inasmuch as cecreases 


A. 


in assets must -be of set br en RU Ere PECL UHR EEGR apadcrenicé of licbiid ies, or 
a Oecrenss: of ‘eonital swe Hy a eae coe ana LGbits to select from: No asset 
involvec. in the ae mee S) POEM mOrenese: no Licbi lies bes) bei ft Gaaregee 
ec: “Wheuresult, > thare* y  ESVie ee Ey SMe enh io. ? a) Sr Ce wers 1 vet, 


g Cr 
One possible way o- Oar easy ed thi 


Canitel $40 
Cash $40 
Amount meid for salkeziecs. © : = 


Other tecreas-s-in‘eanite1 which mighi be henél.é in!t>: s enn 
Sale ca Op da OF ene ets Ge eee kOe SMe d tad tes SC: eA RS Ne a PS oe ae MUR Rakes § 3 
WLT ASSO meth ae neh ley without any tengidle return. The benefit geined is in 


the nature of services end since services reecived ernnot be trestead «s.essets 
(proverty rights) anv more then the provrietor's sill, ‘mowledge or health, 
the only thing that can be done is to reduce ervit-l. . 


wéce another exem-le! a xvenrictor who onerates « store obteins for snotrer 
commeny en order of gx7ds end receives a comission of £100 for his services. 
The comnission received is en inarcese of e nitel representing incowe es o re 
sult of services rendered. Tho journel entry could he: 


Cash £100 
Cenitrl $100 
Commission received for order 
Intorest on lorns receivable, rentel from builsings owne¢, end civicends re- 
ceivec. on stocx owned sere sources of inecone and moy be trerted in = similar 


= 


Menner;, 1.6., canitel ¢cirectly to crnitel. 


tne immortent nurvose of the Cenital account, however, is to show the net. 
increase or decrense of wealth over « given » Prioc of ‘time. It is truce that 
if we Gebited the yrovrictor's Cenital account for exmenses ond credited it 
fos incowne, as above indicrtec, the net income or net loss for the period 
could be determined by co:msring the balance of the Cacitel account at the 
beginning of the period, end teking into cénsideration eny withdrevals or in- 
vestments of esnitrl. Furthermore, it is true thet the ledger woulé be in 
balance and the rssets, lirbilities, end cenitel wovlc be accurately str ted. 
The sefisus objection to this »rocedure is that elthough the Cenital account 
would show whether the business wes mating or losing moncr, it would not 
Show the causes that resulted in net gain or net loss, unless the account 
were analyzed and all the ciffercnt itets of incone and ex-ense clessified. 


es 
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Obviously, to record all income and expense items in one account would 
involve an undue amount of time and effort in prevaring an analysis. 
accounting makes provision for-an orderly and seif-explanatory procedure 

by which the beokkeeper debits expensé accounts or. credits income accounts 
with appropriate titles indicating the causes of the decreases or increases 
in capital. Thus, when money was spent for salaries and when commission 
was received in the previous examples, entries would be; 


March 15. 1944 OS Deptt - Credit 


POE: aA Nee GY Ne MSRM ek 322 DMG te TAU COMO in aA eI Sat i oR ein PLES Shake LT Oth 
; Salaries ees BO OO! es 
Cash Riabag aa Me 40 ,00 
Salaries vaid for the week : 
Cash sane 100.00 
Commission Income aeyete. 33 100 , 00 


Harned on order secured for Flank Co, 


The first entry indicates that capital has been decreased by the amount 
paid out for salaries; the second, that capital has been increased by 
‘the amount of commission received, These are nosted to general ledger 
accounts as indicated, ~ 


At the close of an accounting period all the income and expense account 

' balances such as Salaries, Commission Income, Rent, Taxes, Interest, etc, 
are transferred to an account entitled "Profit and Loss," The Profit and 
Loss account then discloses a summary of all the income and exvense items, 
This account indicates the effect upon cavital of business. operations for 
the period, and the balance is transferred to the Capital account. The 
entire procedure may be illustrated by diagram as follows: 


Tom Brown, Capital 
: Balance $1,000 
Wet Profit 60 


4 
: : ” 
Salaries J 
$40.00 3: ; Gomnission Income 
tape : , : £100 
\ he 
~\ ie 
(and other expense r | (and 6ther income 
accounts showing” @ccounts showing 
decrease of capital) ~ Pronit ara Loss oe increases of capital) - 
ee BAO) Ao) $100 
- ; 
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The student will note as the course progresscs that the REA accounting 
system does not make use of the Profit and Loss Account, but that expense and 
incame accounts are closed directly to capital, or "Earned Surplus" as it is 
called. A knowledge of the "profit and loss" mcthod is essential, however, 
because it is a fundamental stop which is understood althougn not employed 
objectivély in the REA accounting system. 


The expense and income accounts are known by a number of different namcs 

that are descriptive of their true nature and. character. ‘Some of these are: 
temporary capital accounts; econanic accounts; accounts; accounts relating to 
capital; accounts that are part of proprietorship; nominal accounts. 


5. REAL AND NOMINAL ACCOUNTS 
Duving the remainder of this course we shall refer to the expense and 

income accounts as nominal accounts and to the asset, liability, and capital 
accounts as real accounts. The word "nominal" in an accounting scnse is 
synonymous with temporary. The real accounts such as Cash, Notes Receivable, 
Mortgage Payable, Capital, etc. indicate real, permanent, and independent asse® 
or liabilities. Nominal accounts, on the other hand, are of a temporary nature. 
and exist only during the accounting period, at the end of which they are trans 
ferred or closed to the Profit and Loss summary account. The net balance, 
whether a profit or loss, is transferred from the Profit and Loss account to tle 
Capital account. The real accounts are also called balance sheet accounts 
because they always appear in the Balance Sheet; and the nominal accounts are 
also called the Profit and Loss accounts since they appear in the Profit and 
Loss Statement. The technical meaning of the words "real" and "naminal" should 
be understocd since these terms are widely used in bookkeeping and accounting 
practice. 


6. MIXED ACCOUNTS 


In defining real and naminal accounts we attempted to draw a sharp line of 
distinction between real accounts (asset, liability, or capital) and nominal 
accounts (incane or expénse). In practice, however, it is not so easy to 
Separate accounts into two clcarly defined groups--real and nominal. Frequently 
an account contains data that must be regarded as partly real and partly nominal, 
Beforc financial’ statements can be prepared, these elements must be segregated 
in order that the real eloment may be reflected in the Balance Sheet and the 
nominal cloment in the Frofit and Loss Statement. After the accounts are ad- 
justcd, however, they became cither real accounts or nominal accounts. 


For cxample, suppose that a merchant rents a store, paying $150 in advance 
for the right to occupy the building for one month. The journal entry would 
be: | 


March 31, 1944 Debit Credit 


‘Ront 


Cash 
Payment of rent for month of April. 
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Theoretically, the Rent account may be easter de for the time being as an 

asset account. Inasmuch as the one month's rental privilege is equal in value 
to the cash faid out, thie transaction, may be viewed in the first instance as an 
Axo of aesete. Cash goes out and another asset represented by one month! 
rental rrurilege is sequired. But as each day passes, a part of the cccupancy 
privilege (arset) oxpiras and at the same time an Axpense accrues by reason of 
the cervice received (use of building). In other words, the nominal element in 
the acecrurnt grows from day tc day while the real element diminishes in values 
Ea 4b may not be rracticable or exreadient to record this fact. By the enc. 
af the worth all the asest value has been exrended and the Rent account becomes 
a, SLU 7 sacihiait acewnt. Therefore, at any time between the first and last day 
of the saci the Rent account becomes a true nominal account. Therefore, at 
anv time botween the first and last day of the month, the Rent account contains 
two olerente: unexrired rent (asset) and exnired rent (exrense). Unexniredc rer 
is the real element ané@ the exrired rent is a nominal element. An accounts 
therefore is a mixed account as soon as it begins to reflect two different 
elements, 


Many other accounts reflect mixed elements and are reduced during the perird 

of businoss cperations in the same manner as the Rent account was reduced. 

Tho 2cset value may be completely exrended or only rartially expended as the 
result of operations. If partially exrended, it will be necessary at the 

close of an accounting pericd to reduce the account into its elements by an 
adjusting entry in order that each element may be transferred to the appropriate 
accumnt for statement purposes. This characteristic is-nob confined :entiroly to 


Inasmuch ag the books seldom show either 'strictly.nominal:. accounts cr real 
accuunts except immediately after the books are adjusted and closed, it would 
seor. Losical to classify accounts as mixed accounts as soon as they begin to 
disclose doth real and nominal elements. However, it is customary for 
practiccl purposes to speak of an account as real, or primarily real, if the 
real element is -f greater significance; nominal, or primarily nominal, if the 
nominel cisaracteristic predominates. 


7/ ADDITIONAL GENERAL RULES OF DEBIT AND CREDIT 


Increases in expense items are debits because they are in reality decreases of 
capitel. an@ increases in income are credits because they are in fact increases 
capital. The accounting rule of debit and credit, of course, remains un- 

cod but instead of stating that a certain item is debited because it. is an 
axpense ane. that an expense is a decrease in prorrietorship,s we may expand the 
rule by recognizing that expense items are normally debits and income items are 
normally crecits.. The general rules of debit and credit may be. stated 
ag follows: 


DERIT: Increases of Assets CREDIT: Increases of Assets 
- Decreases of Liabilities Increases of Liabilities 
Decreases of Carital : Increases of Canital 
Expenses Income 
Deductions from Income . Other Income 
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Therefore, all asset and expense Reo All liability, ‘capital, and income 
accounts are: wae “ Becounts ere sha | EA 
Increased on the: ‘Decreased on the Decreased on the: Increased on the 
left ‘side by : right side by left side by : right side by 
debits and have : credits debits : credits and have 
debit balances : . : credit balances 


8. ILLUSTRATIVE TRANSACTIONS 


The ledger established in the name of Dan Ross((see Text No. 3) discloses 

only real accounts. No nominal account has yet been opened for the reason that 
up to January 7 we were dealing entirely with transactions that did not affect 
capital. The remainder of this text will be devoted to journalizing and pesting 
a series of transactions that do affect capital and will necessitate the 
establishing of a number of nominal accounts. 


9. CASH PURCHASE OF MERCHANDISE 
Transaction No. 6 


On January 9 merchandise was purchased from Leonard Nelson and Company for 
$800 cash. . 


January 9, 1944 (Journal - Page 2) 
a Leas Dr. Cr. 


. vo 


133 | 
| | Cash ; amt | 800 | 00 
| ' Merchandise purchased from 
| ii Leonard Nelson and Company | 
! } Invoice, Jo. 673. | a oe | | 
Comment : ‘ . | 
(a) Dr. INCREASE OF ASSETS Cr. DECREASE OF ASSETS 
Decrease of Liabilities —~ Increase of Liabilities 
Decrease of Capital . Increase of Capital 
Expense . Income 


Teduction from Income ' — Other Income 


(b>) The asset merchandise has been acquired; therefore an account entitled 
Purchases’, “or Merchandise Purchases, is established. Since Dan Ross paid cash, 
this atcount is credited for the decrease in that asset. A question may arise © 
as to why this transaction is classified as one that affects capital since 
apparently it represents only an exchange of assets. Admitting that the Purchase 
account presents some difficulty of classification, it is believed advisable to 
introduce it under the title "Purchases." The reason for this is that a nominal 
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elément in Purchases is clesely connected with the sales transactions, and 
therefore must be taken into consideration before the gross profit from 

a sale of merchandise can be determined. This account automatically becomes 
a mixed account as soon 28 a merchandise sale is made. Postings from the 
above entry will be found in Section 17 of this text. . 


10. SALES OF MERCHANDISE 
Transaction No. 7 


On January 10 merchandise is 801d to Simon Young for $500 cash. 


} 
j 


(Journal - Page 2) 


20. 


bn al ape i 

\ j H I 

; Cash ‘500; oof | | | 

| Salas 14 | | f 500| 00 1 
' Sale of merchandise to Simon Young, | . pee: aN | 
, ' per Sale Invoice No. 1591. ea . : f bea r 
Comment ; 

(2) Dr. INCREASE OF ASSETS Cr. = MEE OF ASSETS 


Decrease of Liabilities of Liabilities 


Decrease of Capital of Capital 
Expense 
Deduction from Income phcome 


(b) Gash is eebited because that asset is inc:@ased is a Ross, the 
proprietor. has increased his capital in es ms e net assets. 
Instead of crediting Capital directly we cred#t the nominal account Sales. 


Inasmuch as many concerns derive the greater part of their income from pro- 
fits on sales of merchandise, it is important that the accounting procedure 
relative to this type of transaction be carefully analyzed. The sale of 
merchandise results in an increase to the asset Cash and a credit to the 
account "Seles." This credit to Sales is justified because the selling price 
is treated for the time being as income. However, a sale differs from other 
income transactions in that it involves the surrender of ownership in the 
asset merchandise. This exchange of ownership may be considered an expense 
of making the sale which, under the usual method employed in accounting for 
retail sales, is not recorded until. the end of the accounting period. : 


The true analysis of. the. ae transaction as to its effect on assets, 


liabilities, or capital undoubtedly is: an increase in assets (aedit) off - 
set by 2 decrease in the asset merchandise and an increase of capital for 


6. 
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the gross profit (credits). The gross profit is considered as income for the 
service of handling goods. The journal entry indicated by this analysis would 
be: 


Dr. Cash or Customer's account (Selling Price) 
Cr. Merchandise Purchases (Cost of Goods.) 
Cr. Income from Saies (Gross Profit). 


This method may be used when it is practicable to keep a record of both the 
cost and selling price of cach article or each lot of goods. However, in many 
instances this is not a practical method, since information as to the gross 
profit on each sale is not desired. nee 


As a rule it is considered sufficient to record the total selling prices of 
goods sold during a period and, at the end of the period, to record the total 
cost of the goods sold. The accounts are kept on the theory that the entry 
recording sales is.an increase of assets offset by an increase in capital 
(income) in the amount of the selling price. The expense element, cost. of 
goods sold, will be recorded at the end of the period. For example: 


Cash Purchases Sales 
Balance $250: $800: :Cash (A) $50¢ 
Sates. (A) ~ 500: : : 


At the time the sale is made, a part of the asset value represented in the 
merchandise Purchases account is converted into the expense element, cost of 
goods sold. Thus Purchases becomes a mixed account containing the real element 
cost of goods on hand, or inventory, and the nominal element cost of goods 
sold. (In this explanation the opening inventory of Dan Ross will be ignored 
for sake of clarity. ) . 


To illustrate the procedure followed at the close of the period, assume 

that no other purchases and sales are made. A physical count shows that goods 
on hand are worth $450 at cost. Therefore, the cost of goods sold must be 
$350 ($800 - $450).. In order to leave the Purchases account with a balance 
representing the nominal element cost of goods sold, an entry (B) is made 
transferring the value of goods on hand to the Merchandise Inventory account 
(real). The nominal element is transferred (C) to Profit and Loss along with 
the incame clement of Sales (D), making the balance in Profit and Loss the 
gross profit realized, $150: 


Purchases Sales 


a B00sinn; BY ee “PEL (b) «$5007 (A)«$500 


: P&L (C) $50 


Merchandise Inventory Profit and Loss 
(B) $450: Cost of Sales (D) $500 


Text No. 4 


In-actual practice, numerous Sales and purchases would have occurred during 

a period but the principle is the same. At the end of the period the Sales 
necount shows the total selling price of goods sold and the Purchases account 
shows the total cost of merchandise purchased and available for sale. After 

the real element of Merchandise Inventory is removed from the Purchase account, 
the nominal element of cost of goods sold is offset against Sales to determine 
gross profit realized. At the time of sale, however, nothing need be done other 
than to reccrd the selling price. 


Transaction No. 8 
On January 12 Dan Ross sells merchandise to Amos Jones for $500 on terms of 


2/10-n/30, meaning 2% discount for cash within ten days or the billed amount, 
net of any merchandise returns or allowances, due in thirty days. 


Journal - Page 2 
es anes 


| alee : 

| Amos yOnBE 15 500 | 00 

| .. Bales . . 14 

| Sold merchandise on open 

| account, terms 2/10-n/30, | 
per Sales Invoice No. 1683. 


pos 


Comment 
Amos Jones is debited because his promise to pay for the goods is regarded 
as an asset--an account receivable. Sales is credited for the income as in 


Transaction No. 7 


ll. FREIGHT AND CARTAGE INWARD 


On January 14 Dan Ross received a shipment of merchandise from the Mercer 
Supply Company billed at $350, terms 2/10-n/30. Freight paid on this shipment 
wes $10. 


(Journal - Page 2) 
Ly Ke A 


| | pki 
| Purchases 1% 
: Mercer Supply Company 16 00 
| | Invoice No. TOS. 
| 
| ~/14' S 
| Freight and Cartage In PLE 
| | Cash | 1 00 


Freight on above shipment. 


eg 
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(a) Tue merchandise Purchases account is debited for the increase of 


assote. Sirec Dan Ross has become indebted to the Mercer Supply Campany, 
an account ey able must be opened with the creditor in order to record this 
increase in Liabilitics,. 


(b) The amount charged by the seller may not be the only cost connected 
with the purchase of merchandise. Other costs may be incurred in order to get 
the goods to the place of business, such as freight, express and drayage, import 
dutics, weighing and inspection charges, ctc. Such items could be debited to 
the Purchascs Account inasmuch as they are considered part of the cost of the 
asset rierchandise, but it is customary to have a separate record of these costs, 
Freight, express, and drayage inward may be included in one account. Note that 
Freight and Cartage In is debited above for the reason that there is an increase 
in assets (cost of merchandise purchased). Cash is credited for the amount paid 
out. 


12, SALES RETURNS AND ALLOWANCES 
Transaction No. 10 


On January 16 Ross allowed Amos Jones credit for the return of $50 worth 
of goods sold to him January 12. 


(Journal - Page 2 


aay Beta | 
Sales Betueie and Allowances | 14} 50 |00 
Amos Jones b hae, 
Credit for returned merchandise 
against Invoice No. 1673. 


Comricnt 


(a) When ee eine is returned by a customer to be applied on accownt, or 
an allowance is made reducing the original selling price, an entry is madec in the 
journal aobiting Sales Returns and Allowances for a deduction fram incame and 
crediting the customer. for a decrease in the asset account receivable. Wthen 
goods arc returned, there is simply a cancelation of the sale, while an allowance 
for damage, defect, or mistake is a reduction of the original selling price. if 
these items are numerous, it may be desirable to have separate accounts for re- 
turned Sales and for Sales Allowances. While returns and allowances could b@ 
debited directly to Sales, it is usually desirable to have the information in 
& soparate account which is an offset to the income account "Sales". 


(b) Note that in the case of a returned sale, the merchandise on hand is 
increased by the return, and cost of goods sold is correspondingly decreased. 


at 
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Inasmuch as an entry has not yet been made for the cost of goods sold, these 
facts ney be ignored. When physical inventory is taken, all goods on hand will 
be counted, including those returned, and cost of goods sold correctly computed. 
13. PURCHASES RETURNS AND ALLOWANCES 

fransaction No. 11 


On January 17, Dan Ross received an eltieee of $50 for defective goods 
in the shipment received January 14 from the Mercer Supply Company. 


Journal - Pa e2 


i as 
a Mercer Supply Company 116 
i | Purchases Returns & Allowances [13 


nn eS 


50 {00 
Allowance for defective goods sol 
under Purchase Invoice No. 703 


When: goods are returned to a creditor, or allowance is made by the creditor 

on merchandise purchased, the account payable is debited for the decrease in 
liabilitios and the Purchases Returns and Allowances account credited. If goods 
are returned, the asset merchandise is decreased. Here an allowance was made 
reducing the cost of merchandise purchased. This brought about a decrease in 
asset values. Further comment would be similar to that given for Sales Returns 
and All saances. | 


14. SALES Discounts 
Transaction No. 12 


On January 20 Anos Jones paid $441 in full settlement of his account, taking 
a $9.00 discount, in accordance with the terms of sale. 


Aes (age 
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(Journal - Page 2) 


Cash 1 Lui j00 
Discounts on Sales 18 9 100 
Amos Jones HB h50 {00 


Account in, full less 
discount allowed. | 


Carmment 


(a) The seller frequently offers the purchaser a discount for cash pay- 
ment within a limited time fram the date of invoice in order to induce the 
purchaser to settle pramptly. According to one theory, discounts on collcec- 
tions for sales are regarded as an expense of the period when allowed. We 
have therefore established the nominal account "Discounts on Sales" to record 
this expense. 


(0) This is a campound transaction: First, assets are decreased due to 
the customer's open account being closed; second, assets are increased because 
of the incoming cash; third, there is a decrease in capital for the discount 
allowed because the decrease in asset accounts receivable is greater than 
the increase in the asset Cash. 


15. PURCHASE DISCOUNTS 


Transaction No. 13 


On January 23 Dan Ross sends the Mercer Supply Company a check for $290k 
in settlencnt of their invoice of January 13, taking a 2% discount as agreed. 


+ 23 - 
| Mercer Supply Company 16 
Cash RES 0 
Discount on Purchases 19 @) 


Account balance in full less 2% 
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Comment 


A discount on payment for purchases may be considered the converse of 

sales discount as explained in the preceding transactions Under this theory 
discounts taken are considered incomic. Notice that the Gecrease of liabili- 
ics is greater than the decrease in the asset Cash; therefore capital is 
increased by the amount of the discount. . 


16. OPERATING EXPENSES 


Transaction No. 1h 
nsace.on No. 14 


On dJanvary 25 Ross paid $120 for insurance for the year, the policy having 
been effective as of January 1, 1944, 


1944 


2 Journal ~ Paze 


January 


| Dy; j Cr. 
Insurance 20 120! 00 a 
Cash 1 5 VL BONO 
Premium on policy 200 for the year 
1944, 


he amount ‘paid for insurance is debited to an account primarily regarded 
.l although in fact at this date the premium represents expense 
only for the insurance protection already received and an assct value in 
the form of unexpired insurance. Had payment been made at January 1, the 
cebit would be entirely for an increase in assets. Cash is credited for the 


disbursement reducing assets. 
Transaction No, 15 Sales to Customers 
On January 25 merchandise was sold to cu 


- 26 


stemers for $750.00 cash, 


Sales of merchandise for cash per 
daily sales record. 


| Sales 
C orzient 
Seo prior transaction regarding the sale of merchandise. 
Transaction No. 16 


Pd, 


On January 28 Ross paid the Daily News $60 for advertising printed in the 
local newspapor. 


we Php 


“ 


ae OF ACCOUNTS 


SR RN mr OW oe 


“ : a Text No. 4 


eels’ s gor cone td 
OS RIN ate 8 & ae ee Pt 21m on“ Ted ee, BD oe ran . S08 ae 


(Journal - Page 3) 
eee" Me Whe gas eal [ers | 
| 


Advertising 21 60 | 00 
Cash eb. 60] OO 
Advertisements in Daily News, Week | | 
of Janunry 20, 1944. | yc} be 4 J 


a 
7 


Comment 


The return from advertising is of an intangible nature rather than any 
form of property. Hence the decrease in asset cash results in a decreas¢ 
_in net worth that is classified as an expense. The account "Advertising 

is debited to show the expense incurred, and cash is credited for the pay- 
ment. While the liability to pay for the advertising existed prior to this 
date, if an expense bill is to be paid within the month expended, no entry 
ordinarily is made until the date of payment. 


Transection No. 17 


January 30 Ross recéived a bill for store supplies purchased during the 
month $25, from City Supplies Company. This will not be paid immediately. 


ge ae 
Store Supplies 

| | | City Supplies Company 

| | Supplies purchased on open acco 
| | per Invoices Nos. 1492 and, 1493. | 


Comment - 


Supplies used. are an expense, while unused supplies are considered an 
asset. Since supplies are primarily an expense item over a period of time, 
we may analyze this entry as an increase in liabilities that reduce capital 
for the expense incurred. If any store supplies are on hand at the end of 
the acccunting period, an adjusting entry will be made removing the asset 
value from this expense account. 


Transaction No. 18 


On hae 31, the clerk's salary $100 for the month is paid. Sundry 
expense bills such as telephone, light, etc. totaling $22 also are paid. 
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Types “Of Accotints 
Serra riser aan Text No. 4 
joo ouptol! = Pie e 3) 


: te - 

Ui, Salaries . 123" § 1Q0!CO! t 

rom Gagh cain rym t 1 gee! 100 ' 00 
eco. Clerk's salerv for the month «t= "1 root t t 
fone _31- pws sy Atl Winds t 

' " General Expénses Peat  Batoous.. : 
od Cash es i ti, tire 8 'o6 
' " January, 1944, Telephone, $12.00, | | 1 Tir aN 

l " Light Bill, $10.00, paid. Wet Tact oaE 

ve Seen Fa foo hoet 1 y 


Comment 


These transactions renresent oc. decressé in the asset Cash for expenses eater 
therefore a decrerse in capital for services received. 


the Genernl Expense account should be used only for miscellaneous expenses. 
whenever a particuler expense item occurs frequently, oa senerate account 
should be opened. 


lett POSTINGS TO LEDGER ACCOUNTS 


After vnosting all transactions, the ledger of the Den Ross will apnear. ns 
follows at the close of business January 31, 1944, 


Cash (Page > 1) 

RE MEMS CTE Se. 

1944 1 1" Ngo, Eich ea PU ae es 

Jen.' 1 "Investment ' J1W"1, 000'00"Jan.'2 Fixtures 151" 1100'0o 
' 7 "Brown on Acc!t' " 4.400!00! (4 “Burns on Acct ‘Jl '250'00 
110 "Sales 1 , 500100" - '9 "Merchandise 'g2" '800'00 
'20 "Jones on Ace't! "™ 4 441100! 114! Preig cht In 'g2" '10 'oo 
'26 "Sales tt + 750100! 123.) Mercer Co. 172". 'a94'00 
fe ti LUE ole i '25' Insurance t73" '120'o0 
raat Bees. n '28 adver tising 133" '60 '00 
Pe WCRal,y $1,335) mee " 'aa"qlerk!s salary'3" ,100!00 
PGE ay Sage " {31 Gen'1 expense 'J3\ 22 100 

John Doe (Page 2) 

1944 1" Balance " 000 

SAT ee Bi lee ! " t Pst qn at Ce. eee t 
Leal | ! " t ton ait ane | ee | { 
foci : " ; tot ton pas ' 
eee t It : Bo ike ao , t 
ar at { n I Saar eenny hie ; 
Epa itt : " i t ! " uct : ' 


TYPE OF ACCOM TS 


Text No. 4 
| Ricuantats ee - Frank: Brown .. - we -1 (Pegze 3) 
19044 ! (Wt 1 Ate AE ARS ae Ke AAR ET PR RF. ! 
van, ). 1" Belance ' Ji" § Lt9CO'oOO"Jan.' 7." Cash & note'J1" 11000100 
LA) eat ' so Reg rit 1 ie he) ha cand t 


Notes Receivable 


Ten.) v2 -V Brow. 30; dave! JL") “A 600100" at wy Tease 
' 1" ! Ts a ae ta ao n ere ape fy ! 
Inventory (Pexe 4) 
[9441 1 i i T 1 rT Lota i 
Jan. ' 1" Investment 1 yi ADOC TOON) ys " Rs has Gieers 
! ! 1 1! 1 if " ! t! 1 iH { ! 
Furniture end Fixtures (Perse 5) 
1944 1 " 1 it i i " 7 it : thnk 
Jan. !' 1" Investment ' jin 1500' OO" ' " en Lae ! 
! 2% Showcases Jar 1100! OO! ! " et Se ! 
Building (Paze 6) 
LTonae tat, ( iT ; T aaa | AUR i 
iw Tanith.) it t " ' 1 " t " fy aoe nt ! 
ve TOCInvestment ") TP. 2° 38000! HOOU mama it Singhs <:1 
ref 
a Land (Pnzse 7) 
19447 " ? " 1 T ff Re i ere as ger et cond ho a eae 
Jan.! 1" Investment 1 yt 1!000! oo! ' M" Bol ag 
t 2" Lot Purchased! J1" "500! OOH ea PA St 
Victor Lerds ) (Page 8) 
Jan. ' 6" Note beg" 1'250' oo"Jan.'! 1" Balence 11". 1750'00 
' 1 t " ei i" oa Nt and tJ" = =t500!'00 
f 1'250! oo" 1'250'00 
City Sup»%lies Co:many 
1944" "' n n Coed 9441 H Dros a ; 
Pert tintast ih ee 1" f Jan.!' 30" Store sunplies'!J3" !' 25100 
! tt nen art t ot ' " pease | hag 1 
Sam Burns (Page 9) 
ere ecb air ay I he a Ge oa ADS: Pe tc "i ! 
Jan. ' 4" Cash UP) ss a 1250!00"1944' ! 1"  Balence . ! Jit" 1250'00 
die | " irra SH ! i" ' a 
RIK 


mes by La 


TYPES OF ACCOUNTS 


Text No, 4 
Netes P 7: (Page 10 
: [Se oe eee 
| 1]/0. c. White {gil} e} ood o 
| 6 |IV. Leads 60 4. J1) | 25q 0 
H i } oH 


oud 


Jan. ; C. Ri Go 


rTP V1 Pal Lalita 

ae | | | i} Jan./ Ui Investment J1lji 7 1500 0 

I | | | | eee | | } 
“Puutcha : 

| 19h | 

iJan. Cash Purchese 

| Lh} Mercer Company} Ja | 35 


Ban Ross, Capital 


| | 19h! ba 
| | Jan, | Mercer Co, 90} 0 
{ | { H ‘ 
Sales. = 
| o | | | i 194]. | | Ree 
| Ra fos eg ee) Se ‘al Gash Sale _—‘|u2 500| 0 
| | | | | | Fr A. Jones a 500] 0 
Se bath. | Se 186) Cash Sale J3 |i 750} oq}. 
Re 3 cance ea 


Amos Jones 


| Acc't, in full v2! 


So eee 
vans | Teal oetleeen Ps 
Tan. 2 . 2/10-n/3 Ja! [5001 00 Jan, ven. Return be : 50} 00 


| 
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TYPES OF ACCOUNTS 
Text No. 4 


P 16 
Mercer Supply Compa (Page ) 


Lobb | Barat 194 | 

Jan. (17 Ieaiies) Je 50 |00 |I\Jan.| 14liMase.2/10-n/30 | J2 350}00 | 

23 |Acc't in full] J2]} | 300}00 | 
Freight and Gartage In (Page 17) 

as = 

| 194) | | 

Jan. {14 Cash Je | 19 00 | : 

q ‘ \ 1 ' ! . 
Discounts on Sales | (Page 18) 


i 1ok4| | f Tee | 

Jan.|20 ||A. Jones J2 00 | | | | 

| | 

if i! ' H | i | {} ed ‘ 
Discounts on Purchases (Page 19) 

| ey | ee ae RG 

| Ee | | | | Jan.| 23| Mercer Co. gel |  6[00 | 


ay) eae Hi 
33|| | 120 00 i 
i 


Jan. 125 [Pea for year 
tf 


ey 


| F 

ces ae Advertisin Page el “ 
| 19hk) | | r ; 7 i : 
| Jan.|28 |\cash Daily | | éd 00 || is) | ie | 
[| ! News ; ij | ti [ Theses mete | 

Store Supplies aS Se. 22) 
: ii 1obb} | lac GM aly ica cf I ae haa i 
| Jan. 130 City Supplics | 33] | 25 00 i! | poate: | ; 
i Dasnceaia ie Saat 4 ae, if 
Salaries Page 23) 
oc ee De lee th | Pa ea ec 
I Jan? 2s Clerk for . | 33 l1od oo I; | Pas | | 
month Geil: “he i aid Beer 

General Expenses (Page 2h) 


19h | 


Jan. 


Tol. light | J3, 
i etc. | ‘Gbaek Sen iti 


TYPES OF ACCOUNTS 


Text No. 4 


Here the fundamental necounting equation appears to have undergone a 


chnnge. Expressing the. present Cone of the ledger we yee 
(Debits) Assets 4 E ms we = ‘Liabilities + ) Capital + Gans (Credits ) 
The chtnge, however, is. Nee apparent. Beran od ine the items we have: 


Assets «,Liabilities + Capital ineluding (Income minus Expenses ) 


Income minus Expense is an increase or decrease of Capital; therefore 
the accounting equaticn of Assets = Liabilities + Capital still holds 


true. 


18 TRIAL BALANCE 


Dan Rose « : 
Trial Balance tee 415. raghle ee a 
Cash cae (Real) $ 1,355 2 
John Doe, ess | JD QO). ee 
Notes Receivelbe 4 600 
Invent ory (Mixed ) 2,500 
Furniture & Fixtures ba 600 
Building " 5,000 
Land (Real) 1,500 
‘City Supplies Company a a2 
Notes Payable : " 5.5250 
Mortgage,.Payable oe £, 000 
Dan Ross, Capital — id 7,500 
Purchases Bese (Mixed) 1,150 
Purchases Returns and Allowances (Nominal) * D0 
Sales pec aia 1,750 
Sales Returns and Allowances Madar 50 
Freight and Cartage In (Mixed) ve 20 
Discounts on Saleg (Nominal) “Pa fe 
Discounts on Purchases (Nominal) ‘6 
Insurance (Mixed) | 120 
Advertising (Nominal) 60 
Store Supplies (Mixed) aD 
Salaries (Nominal) 100 
Gener2l Expenses (Nominal) 22 


Note that the total of the left-hand column (debits) equals the total of 
the right-hand column (credits). This proves that for every debit posted to 
the Sit aa Benge there has been a corresponding credit--the double entry 


el 
- 4 
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TYPES OF ACCOUNTS 


Text No. 4 


bookkeeping principle. But it does not prove that the work is correct. 
If, for example, a debit item of $100 were posted to the debit side of 
the wrong account, the books would remain in balance regardless of the - 
error. On the other hand, if this debit were posted to the credit side 
of any account the ledger would be out of balance by twice the amount, 
and the error would indicate that fact. Errors may be made without 
disturbing the equality of the two sides provided these errors were in 
like amounts and affect both debits and credits. When two such errors 
ocour, they are commonly referred to as "compensating errors." If there 
is an equality of debit and eredit totals, one may reasonably assume 
that there is no error. 


Each account balance has been classified as real, nominal, or mixed. 
Building and Furniture and Fixtures, primarily real accounts, are re- 
garded here as mixed accounts because they cnpntain the nominal element of 
depreciation--the decrease in value attending use of property. Purchases, 
Freight and Cartage In, and Inventory are classified as mixed accounts be- 
cause they contain the nominal element cost of goods sold and the real 
element cost of goods on hand. While Insurance and Store Supplies may be 
primarily nominal accounts, both ere mixed in this case because they con- 
tain real elements--Unexpired Insurance and Supplies Inventory. In Text 5 
we shall consider the adjustment of mixed accounts and the summarization 
of nominal elements into the net increase or decrease of capital from 
business operations. 
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